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Finished Goods Made from NonagriculturalMaterj
Manufacturers' stocks ready for deliveryto customers, which I call
'finished goods', are the third of thethree main classes of inv.
tories. Between World Wars Iand II, they probablyconstituted
about 40 percent of manufacturers'total stocks. Goods inprocess, it will be recalled, madeup about 20 percent and rawmaterials the remaining40 percent.
From the viewpoint of theircharacteristic behavior duringbusi-
ness cycles, the finished goodscategory is composed ofseveral dis- tinct classes of stocks.One obvious distinctionis between goods
made to order and 'to stock'or 'for the market' that is, goodsnot produced against specificorders. Goods madeto order, it will be
seen, are likely to rise and fall inclose company withproduction
and shipments. Thebehavior of goods madeto stock is less simply
described. Our dataare largely for staples thatcan be stored for long periods withoutserious physicaldeterioration or loss ofvalue because of style changes.Even among staples,there are at least two subclasses. Thedistinction turnsupon the character of the forces thatgovern production cycles.The productionof most goods moves largelyin responseto cycles in demand.Production, though followingdemand closely, isallowed to run behindship- ments during most of theupswing and tooutrun shipments dur- ing most of thedownswing. Stocks,conscquently, tend tomove in- versely to therate of manufacturingactivity and to businesscycles. For a lessimportant group ofcommodities the rate offabrica- tion is more largelyinfluenced, at leastin the short-run,by mi- pulses from the sideof rawmaterial supplywhich originate mdc- pendenfly of demand.This mayhappen in theprocessing of farm products thatcannot be stored inunfabricated form. Thetiming of cycles in thestocks of suchprocessed goods tendsto be governed by that of cyclesin theoutput of theraw material Butsince crop
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ae usuallyindependent of business cycles, either no regu-
ig relation canbe discerned between stocks and business cycles or
OCk3 show sometendency toward inverse conformity overlaid
by manyirregular movements. The outcome depends partly upon
whether thefabricated product is perishable and partly upon other
factors.
While these distinctions canbe shown to be consistent with the
evidence, they do notcomprise all the main classes that need to be
recognized. As said above,production cycles in most manufactur-
ing industries aredominated by influences from the side of demand.
Stocks of finished goods held bysuch industries are likely to vary
inversely to business cycles,provided the goods are staples and
provided they are made to stock. It seemsunlikely, however, that
manufacturers will allow perishable goods, evenif made to stock,
to pile up for longwhen demand is slumping. Manufacturers of
items the demand for whichdepends upon style and fashion prob-
ably take drastic steps to liquidatestocks when demand begins to
fall. Without excluding the possibilityof a moderate lag, stocks of
8uch goods arc likely to move up anddown with business, being
expanded when demand is brisk and quickly cut toavoid loss when
demand falls.
We have distinguished the following classes amongstocks of
finished goods:
iGoods made to order
2Goods made to stock
a Production cyclesgoverned by demand
i Perishables
ii Durable staples
b Production cycles governed by thesupply of raw materials
i Perishables
ii Durable staples
Of these classes evidence of a sort isavailable about all except
2, a, i: perishable goods made tostock whose production cycles
are governed by demand. Goodsmade to order and other goods
whose production cycles are governed bydemand are discussed
in this chapter. Commodities in which thesupply of raw materials
an important determinantof production cycles aretreated in
Chapter ia.242
iGoods Made to Order
Goods are made to order in at least three kinds ofsituation. on
arises when the varying specifications of differentcustomers have
to be met precisely. Machine tools (except for certainstandard
varieties) are an obvious example. Metal productswhose dimen.
sions and chemical composition must beexact are another. Goodis
are made to order also when the raw materialsare durable but the
fabricated product is perishable. Thustextiles may bestored
economically for long periods in the form of fibcr,yam, or even
cloth. Made up into women's dresses,however, the productmust
be sold before the rapid changes offashion strip it ofmost of its
value. A manufacturer of women'sclothing will thereforemake
samples and perhapsa small stock to meet early orders, liewill
also venture to producea certain stock against expected sales for
items that are selling especiallywell. For the mostpart, however,
he operates by producingrapidly against customers'orders.
Finally, even quitestandardized types of goodsarc made to order if they arevery expensive and sold infrcquently.Locomotives, for
example, are produced onlyupon order.
Unfortunately, there isno evidence whereby theimportance of the stocks of goodsmade to ordercan be accurately estimated.
Very rough estimatessuggest that only a smallpart of manufac-
turers' stocks is in thiscategory. A large part of allmanufacturing output, perhaps as muchas half, is made to order. Theinventory of finished goodsheld against this business,however, must be smaller. Generallyspeaking, once suchgoods are produced theyare shipped promptly.Such stockas one finds may he attributedto early orders producedin a slackseason for shipment later,to the time requiredto accumulateeconomical shipment units(say, freight car loads),to short delays in theavailability of carsor other transportation facilities,and to the timerequired for transit when title passesat the purchaser'splant or locality.In terms of the number of weeks'supply on hand,stocks of goods madeto order must be very small.TheseConsiderations, in conjunctionwith those determiningthe kinds ofgoods made to order,persuade me that stocks in thiscategory Constitute15 to 25 percent of all fin- ished goodsinventories,or roughly5 to 10 percent of manufac-
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,jers' total stocks. 1 guessthe figure is nearer5 than 10 percent.'
Stocks of finished goods made to order are likely to rise and fall
with production andshipments; for, seasonal variations aside, pro-
duction will not be undertakenlong before the goods are due to
be shipped.5Consequently, the higher the rate of production the
larger will bethe quantity of goods completed and awaiting ship-
ment. In some cases, moreover,title to the goods will pass only
upofl delivery tothe purchaser's establishment or city, not upon
shipment from themaker's plant. In such circumstances, finished
goods include goods in transit, and the higher the rate of manu-
facturing activity the larger the quantity of goods in transit.
Our records contain only one example of a stock of a com-
modity made to order, steel sheets. But it isinstructive, for we can
compare stocksof steel sheets made to order with those produced
in anticipation of sale. Steel sheets,like many other finished rolled
steel products, are made principally to customers' specifications.
Purchase's prescribe the chemical composition of the steel and the
physical dimensions of the goods they want. Production is, there-
fore, largely to order. The part that is made to stock consists pre-
sumably of sheets of standard sizes and grades.
We compare stocks of steel sheets made to order and for the
market with each other and with the rates of shipment and pro-
duction. The production and shipments series are composites com-
bining goods made to order with those made to stock. As stated
above, goods made to order predominate, but since sales of stand-
ard sheets probably parallel those of sheets made to order closely,
it seems valid to compare stocks of sheets made for the market, as
well as those made to order, with the production and shipments of
steel sheets in general.
The conformity indexes for sheets made to order during 4 cycles
1 The calculation on which this estimate is based is too rough to be worth pre-
senting in detail. It involved a guess about the proportion of the value of prod-
uct in each census industry that is made to order and an assumption that, on
the average, goods made to order remain in stock two weeks between comple-
tion and delivery. It suggested that some ifi percent of all stocks of Finished
goods represented products made to order.equivalrnt to about 6 percent of
manufacturers' total stocks.
Production here and later is taken to be measured by output. Commodities
do not form part of the stock of finished goods until they are in a form ready
for shipment.244
of shipments 19 19-32 were +100, +100, +100; for sheetsma
to stock,50, 100,100. Since output virtually parajiels ship.
ments, stocks clearly have the same relation to productionas to
shipments. Cycles of stocks made to order conform positivelyto the
rate of manufacturing activity. Inventories of sheets madeto stock,
however, like other examples of fabricated staplesmade for the
market, move inversely to the rate of activity (Chart38).
ChQrt 38
Steel Sheet Stoclis and Shipments
Average Patterns durIng 4 ShIpments Cycles,1919-1932
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2Staples Produced forthe Market
As stated above,stocks of staplegoods made for themarket tend to move inverselyto manufacturingactivity when production cycles are themselveslargely governedby cycles in thedemand forNONFARM STOCKS 245
goods. Moreover,since cycles in demand generally conform closely
tobusineSS cycles,such stocks tend to move inversely to business
cycles. Theseconditions probably hold good for a large majorityof
allmanufactured staples. For commoditieswhose production
cycles arecontrolled largely by supply conditions, however,stocks
of nishedgoods tend to vary with cycles in production,which in
turn may or maynot bear some relation to cycles indemand. The
dation of stocks tobusiness cycles in the second case, therefore,
depends partly uponthe relation between business cycles and the
underlying conditionsof supply and partly upon the relative am-
plitudes of thesupply-stimulated cycles in production and those in
demand.
The distinction betweengoods with output cycles largely in-
duced by demand conditions, onthe one hand, and supply con-
ditions, on the other, isdoubtless the true general ground for
differentiating between them.But as a practical matter, the dis-
tinction I draw initially is betweengoods made from farm and from
nonfann materials. Broadly speaking,short-run fluctuations in the
fabrication of nonfarmproducts turn on the demand forthem.
The derived demand forthe raw materials brings out therequisite
supply. Raw materials grown onthe farm, however, do not re-
spond quickly to demand.On the contrary, supplies ofmaterials
tend to fluctuate independentlyof demand and, when they are
perishable, greatly influence the rate atwhich they arc processed.
That this is not a completelyadequate approximation tothe
distinction required will becomeclear when the evidence onfabri-
cated farm products is reviewed.Cycles in the supply of theunder-
lying farm product do not alwaysdominate the rate of fabrica-
tion. The distinction between farmand nonf arm products, how-
ever, serves fairly well tobring out the more importantelements
of the situation. In this chapterand the next I describe andanalyze
the behavior of stocks of these twokinds of goods.
SIZE OF THE CATEGORY
Since this is the largest category offinished products held by manu-
facturers, a notion of its size isessential. When industrieswhose
products are made from agriculturalmaterials and a few whose
products arc perishable thoughmade from nonagricultural ma-terials are excluded, the remainder comprises finished inventories,
durable and staple and made from nonagricultural materials.At
the end of igthese stocks were worth some $2.5 billionor about
63 percent of the value of stocks of finished goods.3
This percentage is on one count too small andon another too
large to represent the broad class in whichwe are really inter-
estedfinished staples whose production cyclesare dominated by
changes in demand. It is too small because it excludes theproducts
derived from agricultural materials whose productioncycles never.
theless respond primarily to changes in demand.4The figure ex-
cludes products made from cotton, wool, silk, leather,and rubber.
The value of finished inventories of staplesfabricated from these
materials was over $500 millionin I939. Adding this to the previ-
ous figure raises the class to $3.0 billionor over 75 percent of fin-
ished goodsabout 30 percent ofmanufacturers' total stocks.
The percentage is too high in thatit includes finished goods
made to order which,as indicated above, constitute5 to o percent
of total stocks. Thus I take it thatthe figure we are after lies be-
tween 20 and 25 percent of manufacturers'total stocks.
CONFORMfl'y TO CYCLES INMANUFACTURING ACTWITY AND BUSI-
NESS
Tableshows the conformity indexes ofstocks of 18 commodities
to cycles in manufacturing activity.In most cases, activity ismeas-
ured by shipments, ina few cases by production, inone case by
manufacturers' receipts of theraw material. Fifteen commodities
appear to conform inversely,as judged by the sign of the full cycle
index. Rubber tires and tubes,however, are not completelyquali-
fied members of the class, forthey include stockson consignment
to dealers in addition to finishedgoods in the hands of manufac-
turers. Of the remaining 16 series,14 have negative full cycle in-
See App. E. Most goods subjectto the risk of changes instyle are made from agricultural materials_cotton,wool, silk, leather, etc.
They respond to demandbecause the rawmaterials from which they are made can be stored economicallywhen demand slumpsor crops are very large. Similarly, large stocks ofraw materials make it possiblefor production to ex- pand when demand increases.


















































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































dexes, and of these, i i stand 50 orhigher, indicating inverse con.
formity in three cycles out of four, or better.
These results suggest a strong tendencyfor this class of stocks to
conform inversely to cycles in manufacturingactivity. One possible
area of obscurity may seem tolie in the fact that the indicator of
activity was in most instances shipments and only in some instances
production. There may be some question whether stocks bear the
same relation to production as toshipments. The answer, however,
is not really difficult. In most manufacturing industries we are ac-
customed to assume that the rate of production increases when the
rate of shipments rises. For goods made from nonagricultural ma-
terials, the assumption is well in accord with the facts. There is cvi.
dence, it is true, that turns in production lag behind turns in ship-
ments (Table 54), but the lag is usually very short and not signif-
icant for the present purpose.
Chart 39 depicts the average reference cycle patterns of the pro-
duction and shipments of commodities for which we have compar-
able indicators of these two processes. The very close connection
between the rates of production and shipment of manufactured
staples is obvious.
The relation between stocks and manufacturing activity is re-
flected in a similar relation between stocks and business cydes
(Table50).One series, .nocks of hardwoods, which could not be
included in Table 4g for lack of a measure of activity in the indus-
try, is added. Of the '9 series, 13 appear to conform inversely.
Again, however, the exclusion of rubber tires and tubes raises the
ratio of negative indexes to the total, this time toI 3 out of i.It
should be noticed, moreover, that in computing the indexes for oak
flooring stocks, stages Ill-Vuwere matched with reference expan-
sions. The positive indexes for this seriessuggest inverted conform-
ity with a long lead as validlyas they do positive conformity with
a long lag. When stages I-V are matched with expansions, the in-
dexes run +43,-43, -23. On the whole, the conformity of stocks
to business cycles is somewhat lower thanto manufacturing activ-
ity, because production and shipmentsof individual commodities
did not conform perfectly to cyclesof business at large. Neverthe-
less, the general tendency of the classto vary inversely to general
business is clear.NONFARM STOCKS
Tii 50
Finished Nonagricultural Products Stocks
Conformity to Business Cycles
249
See Table 49, note.
'Stages I-V matched with expansion in all cases exceptoak flooring, lu-Vu;
lead at snielteries and refineries, il-VI;automobile tires, 1-VI.
liMING OF TURNS IN STOCKS
While cycles in stocks of finished nonf arm productsgenerally con-
form inversely to cycles in manufacturingactivity, this is not the
whole story. When we compare the timing oftheir respective turns
the cyclical behavior of stocks seems to depend uponthe length of
the cycle. The first step in establishing thischaracteristic was to
measure the timing of thetroughs and peaks of stocks at the
matching turns of the corresponding indicatorsof manufacturing
activity.6 Since stocks conform inversely, peaks instocks were com-
pared with troughs in activity, and vice versa. Next,the leads and
lags thus calculated were classified according to thelength of the
preceding expansion or contraction of the activityseries, that is,
according to the length of the phase ending withthe turn of the
activity involved in the particular comparison. Shipmentsof south-





INDEX OF CONFORMITY TO
BUSINESSa
Exp.Contr.Cycle
p.pr, all grades, 1918-33 9100500100
Ne sprint, U.S ada, 1918-37 106o iootoo
Southern pine lumber,1918-38 iitoo 6o
Hardwoods, 1926-38 4 100- 0
Oak flooring, 1912-37 13+l00+33+67
portland cement, 1912-38 14 141423
BathtubS, 1919-29 7 033 0
LavatOfles, 1919-29 7 ()
Kitchen sinks, 1959-29 7 033 53
Misc. enameled sanitary ware, 1919-29 7 0 3333
Gasoline at refineries, 1958-38 11 + 100 33 0
Lubricants at refineries, igi8-8 1120 10020
pigiron at me chant furnaces, 1919-26 zooiootoo
Steel sheets made to stock, 1919-37 9 + 20so50
finedcopper,N.&S.AIfl.,19193S 106o6o78
Leadatnnelteries&TCflflCfleS, 1924-38 6 zOO100
Slab zinc at refineries, 1920-38 9ioo100500
Auto.tirCS,1921-38 8 +100+100+100
Auto. inner tubes, 192 1-38 8 +1004-100+ 100Southern Pine Lumber
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em pine lumber, for example, reached a peak in March 1928. The
corresponding trough of stocks was in November 1928. Thusstocks
lagged eight months behind shipments at the peak in March'928.
The expansion of shipments that ended with the peakof March
1928 began with the trough in February1927. This gives us the
length of the corresponding phase of activity, inthis case 13
months.
The results of the calculationare striking (Table 51 ).Lines
9-12 give the measures for all comparisons. If shipments ofmanu-
factured goods have been risingor declining for a relatively brief
period, 12 months or less, a change in thedirection of movement
of activity seems likely to be followedshortly by an opposite change
in the movement of finished inventories.Turns of stockscaine later
than the opposite turns in activity insome 8 i percent of the com-
parisons; they preceded theturns in activity in only19 percent.
The average lag of stocks behindactivity in these short phaseswas
6.months. As we consider longer andlonger phases of activity,
the tendency to lag becomesweaker and is replaced bya tendency
for stocks to lead. Thus forphases of 13-24 months,stocks lag in
only5 percent of the comparisons and lead in43 percent, More-
over, the average timing shows stocksleading slightly. Forphases
of 25-36 months, the tendencyto lag is replaced bya tendency to
lead. A littleover half of the comparisonsare leads and the aver-
age lead has grown to threemonths. For long phases,over 36
months, the tendency forstocks to lead isas strong as is their tend-
ency to lag after short phases.Seventy..eight percent ofthe com-
parisons showed stocks leadingand the average lead isvery long- 16.4 months.
Again, we must takeaccount of the fact that inmost of the com-
parisons the indicator ofactivity was shipmentsrather than pro- duction. Since,as we shall see presently,shipments tend to leadpro- duction by a short interval,it seems likely thatif we could have made our comparisonsin every case withproduction, we would have found stockstending to lead duringsomewhat shorter phases of activity. Theaverage lag in the shortestphases would probably
Since automobile tiresand inner tubeswere analyzed on a positivebasis the number of series for whichtiming coxnpatho,are included in Table 5! is i6, two fewer than in Tableg.11yISIIED NONIARMSTOCKS
Trni 5!
Finished Nonagricultural Products Stocks
Timing Comparisons atTurns in Manufacturing Activity




B0 F LEADS LEAD ()
p..JlIM1OF Coin- M%0FO&1.AG(+)
ACT1.MON POI TOTAL MOSTHS
AT TURNS IN MANUFACTURING ACTIVITY THROUGHDECEMBER 51, 1929
i) ,2&under 5 23 1 29 17.2 +8.2
13-24 7 10 2 ig 6.8 o
25-36 5 4 1 10 50.0'.4
Over 36 10 0 1 II 90.9185
AT TURNS IN MANUFACTURING ACTIViTYAFTER DECEMBER 51, 19*9
)12&under 3 9
1 13 23.2
6) 13-24 3 I 9 55.6 2.I
) 25-36 3 2 0 5 6o.o 6.2
Over 36 8 4 0 12 66. 14.4
AT ALL TURNS IN MANUFACTURINGACTIVITY
l2&Uflda 8 32 2 42 19.0 +6,i
13-24 12 13 5 42.9 0.7
25-36 8 6 1 15 53.3 3.0
Over 36 x8 4 1 23 78.3 16.4
Timing measured invertedly; seeCh. 3, note 5
Since the business contractionbeginning in 1929 and the expan-
sion beginning in '933 were twoof the longest phases sofar re-
corded, and since most of ourseries reflected these twolong busi-
nmovements, some questionarises whether theobserved differ-
ence in timingbetween long and shortphases is not, in fact, a
feature of the 1929-37cycle alone. This question wastested by
making separate calculationsfor timing comparisonsbefore and
after the end of 19-29(Table 5!, lines i-8). Wefound that the
tendency operated fully asstrongly in the early asin the later
period. Whether we look at figuresbefore or after the endof 1929,
the lags of stocks at opposite turnsof manufacturing activity grow
shorter and less numerous asthe length of thepreceding phase of
activity increases; and leads growmore numerousand longer.
The relation between thetiming of turns in stocksand the length
of business movements may beshown to be a characteristicalso of
both expansions and contractions(Table 52). Cyclical turnsin





tivity when the expansion or contraction is 12 months or less. But
as longer cyclical movements areconsidered, the lags gradually
give way to leads, and in long expansions or contractions stoeb
turn before manufacturing activity in a large majority of all the
comparisons. The results at peaks are, of course, not identical with
those at troughs, but the differences are too small to warrant at-
tention in view of the few observations on which they are based.
TABLE 52
Finished Nonagricultural Products Stocks
Timing Comparisons at Peaks and Troughs of Manufacturing
Activity Classified by Length of Preceding Phase of Activity
AV. N UUB EB0 F LEADS
Corn. .SS%OF ORLAG(±) Leads LagsCoin.parisons TOTAL MONTHS





AT TROUGHS IN MANUFACTURING ACTIVITY
) u& under 6 1 31 19.4 +7.2
13-24 6 i 12 50.0
p5-36 i 0 2 50.0
Over6 7 1 0 8 87.5
The meaning of these resultsmay be put in this fashion. When
business turns down aftera short expansion, shipments tend to turn
first and to drop below production aftera short interval. Stocks, in
consequence, turn up soon after shipments turn down. If theen-
suing contraction of activity is short,stocks continuc to rise during
the entire phase. If the businessrecession is protracted, however,
there is a growing tendency forstocks of finished goods to reverse
their direction and to beginto move down with manufacturing
activity. By the end ofvery long contractions, most manufacturers'
inventories of finished goods willbe moving in thesame direction
as manufacturing activity rather thanin the opposite direction.
When shipments finallyturn up after a long downswing of busi-
ness, therefore, stocks of finishedgoods arc likely to be falling. The
upturn of shipments thencauses stocks to fall even more rapidly.
This explanation hasrun in terms of events during businesscon-
tractions. Expansions havethe same sort of influenceon finished
goods inventories, but inthe opposite direction.
i) 12& under 2 8 i Ii
2) 13-24 6 8 2 i6
3) 25-36 7 5 I 13
4) Over 36 II 3 I 15FINISHED NONFARM STOCKS 255
CONFORMITY OF INVENTOIUES RECONSIDERED
flie significanceof these results may be developed by turning our
attention once more to theconformity of stocks of finished non-
farm products.If they act in the fashion just described, the measure
of full cycle conformityof stocks to cycles in manufacturing activ-
ity is morelikely to indicate inverted conformity during short than
during long cycles. Defections from the general rule ofinverted
behavior should be found more often during long thanduring
short cycles. The figures bearthis out.
In the i8 indicators of manufacturing activity with whichthe
stock series of Table 49 are matched, 126 cycles,measuring both
from trough to trough and from peak topeak, have been identi-
fied.8 Stocks conformed inversely in 100 cycles,according to the
National Bureau's full cycle measure,9 and positively in 26.We
classified the 126 activity cycles and the cycles in which stocks con-
formed positively by their length in months (Table 53). The re-
sults suggest that the chance of finding stocks movingtogether with
activity increases with the length of activity cycles.True, the per-
centage that positively conformingstocks cycles are of total cycles
does not, in Table 53, grow steadily with thelength of the cycle.
But this is due to the size of the class intervals chosen.If the class
intervals are widened, a steady progression appears. If wedivide
cycles into those lasting less than 30 months, 30-49 months,50-69
months, and 70 months and over, the percentages of allcycles in
which inventories conformed positively are respectively JO, 13, 33,
and 47. The effect of the length of cycles upon theconformity of
stocks can be appreciated also by consideringcumulative totals.
Thus about 43 percent of all cycles were shorter than 40months,
but only some 31 percent of the positively conformingstocks cycles
occurred during these short cycles of activity. Moreover,while
more than half of the positivecycles of stocks occurred in activity
That is, during the periods covered also by the correspondingstock series.
'Any one of three types of movement of stocks during a givencycle of activ-
ity COnStitutes inverse conformity: stocks fall during expansion andrise dur-
ing contraction; stocks decline throughout the cycle but more rapidlyin expan-
sion than in contraction; stocks increase throughout the cyclebut less rapidly
in expansion than in contraction. Similarly, three types of movement may con-
ititute positive conformity.cycles longer than 50 months, only33 percent of all cycles were so
long. Stocks conformed positivelyto activity in less than i 2 percent
of all cycles shorter than50months. They conformed positively in
39 percent of all cycles that exceeded 50 months.
It is noteworthy that even in long cyclesthoseover 6o months,
for examplestocks still conforminversely in a majority of the
cases observed. Consequently, despite thestrong tendency for
stocks to move in the same directionas activity toward the close of
long cycles, the wholemovement of stocks from the beginning to
the end of even long cycles usuallyremains inverse to activity.
FACTORS INFLUENCING THE BEHAVIOROF FINISHED NONAGRICUL-
TURAL. STAPLES
The characteristics of thebehavior of stocks of finished nonfarm
staples seem fairly clear. It isnot easy, however, to settleupon a
well founded explanationfor their behavior, especially of their
tendency to inverted conformity,their major trait.
At least two lines ofexplanation suggest themselves. Manufac-
turers may fail to foresee the turningpoints in demand and fail
equally to forecast therate of rise of demand duringexpansions
and the rate of decline duringcontractions. As they respond tard-
ily to changes in demand,shipments tend tooutrun production
during the rise, and productiontends to outrun shipmentsduring
the decline. Lack of foresight,of course, neednot be absolute. Some
I
20-29 22 2 9.1
30-39 24 5 20.8
40.49 30 2 6.7
50-59 JO 3 30.0
60.69 14 5 35.7
70-79 7 5 71.4
8o & over tO 3 30.0
Alt cycles 126 a6 20.6
256 CHAPTER ELEVEN
Tii 53
Finished Nonagricultural Products Stocks
Inventory Cycles Conforming Positively to Cycles in
Manufacturing Activity Classified by Length of Activity Cycles
740. OF
ACrIVITY CYCLES IN WHICH IN.
LENGTH OF CYCLES OF VENTORIES CONFORMED
ACTIVITY iNDICATED POSITIVELY
CYCLES. MO. LENGTH. MO. No. %
Under 20 9 I 11.1FIN1SHD NONFARMSTOCKS 257
time, in some casesconsiderable time, is required to bring addi-
tional capacity intoproduction on the rise and to take it out of pro-
duction on the decline. This amounts tosaying that even if changes
in demand arcexpected, they are not foreseen sufficiently far in
advance, or earlyforecasts are not hdd with sufficient confidence
to inducethe required action before the change in demand takes
place.
This possibility almost certainly has some force. Even atthe
trough of a cycle when there is idle equipment readyfor operation
in most plants andwhen additional output from employed work-
ers can beattained by increasing hours and the pace of work, some
time is required to increase output. As wehave already seen (Ch.
8), the average interval betweeninput of materials and output of
completely fabricated goods is about three weeks. In some cases
additional labor must be hired or facilities repaired before the rate
of fabrication can increase; and these obstaclesbecome more seri-
ous as expansionproceeds.
Forecasts even a few weeks in advance are, of course, subject to
some degree ofuncertainty. Indeed, the actual turning points of
demand are hard to rccognizc when they occur. The normal course
of sales during a cycle is far from smooth. Italternately advances
and retreats, tracing a jagged pattern. Consequently,the advance
that signals the beginning of an expansion orthe decline that in-
itiates contraction is impossible to identifyimmedately. It seems
natural, therefore, that manufacturers will not begin toreduce
their rate of operations until after sales and shipmentshave been
declining for some time, and, as far as operations arecurtailed, the
reductions may for some time be inadequate. Thishesitancy, of
course, seems more likely atthe begirming of a phase when the
future is especially uncertain than later when thetrend of business,
up or down, is more clearlymarked.
Manufacturers have other cogent reasons toallow their oper-
ations to follow, rather than to keep step with,sales and shipments.
To change the rate of operations is an act ofmanagerial judgment,
and decisions once made tend to remainunaltered for some time,
especially when a change in output entails achange in the labor
force. Quite aside from obvious nonpecuniary reasons,it cannot
be good personnel policy to hire workers who may soonhave to be258
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laid off or to lay off workers who may be neededagain m a few
weeks.
Businessmen will therefore probably hesitateto act upon inti-
mations of future demand unless the volume ofsaks is foreseen
with confidence. And this is hardly likelyfar in advance ofthe
event. Of course, even if preparations fora change in demandare
not made sufficiently far in advance,a gap between production
and shipments is not inevitable. Salescan be held in checkor en-
couraged, as the casemay be, by changes in prices. Formany
reasons inherent in the character of competitionin industrialmar-
kets, however, businessmenare reluctant to initiate cuts in pricesto
stimulate sales or to risk the lossof business thatmay accompany a rise in prices. Competitionrather encouragesmanufacturers to
avoid precipitating price declineswhen demand falls offand to try to fill an unexpected increasein orders from stock ifnecessary
rather than to chance the lossof business by requiringpurchasers to wait several weeks untiladditional goodscan be produced.
An important questionstill remains. If productionoutruns ship- ments in the early months ofa recession, stocks of finishedgoods begin to accumulate.Once this has occurred,why do manufac-
turers not curtail productionenough to liquidatestocks? If demand falls evenmore than they expected, theywill have moved inthe right direction; if less,they will still havestocks from whichto meet sales for some weeks.It is just such actionthat I postulate inex- plaining the tendencyfor raw materialsinventories to turn in the
same direction as productionwithin a few monthsafter the turn of business.
To this questionthere are twoanswers. The first stems fromthe physical character ofthe goods and thefact that theyare finished products, not purchasedsupplies. Thecommodities under consid- eration are staples. Theywill not deterioratephysically and they are the basic materials ofproduction, usefulwhatever the particu- lar form demandfor completelyfabricated goodstakes. Conse- quently, thiscategory of stocksmust be distinguishedfrom finished nonstaples. As stated,I do notSuppose thatmanufacturers of goods that arcperishable, for whateverreason, can afford to allow stocks to accumulatefor a longperiod. Withina short time after sales fall off, theywill curtailoutput sufiicieiitlyto reduce their,nSIiD NONYARMSTOCKS 259
stocks. Producersof staples, however, can afford to tolerate at least
a modestaccumulatiOtl of stocks for a considerable period.
Stocks of finished staples must bc distinguished alsofrom stocks
of purchasedmatenals, whether durable or perishable. Inventories
of purchasedmaterials are subject to the risks of adverse changes
in market prices totheir full value. Consequently, except when
there is good reason tothink prices are firm or rising, manufactur-
ers have a strongincentive to keep such stocks at the lowest levels
consistent with the smooth operation of their plants.During busi-
ness recessions,therefore, manufacturers will try to reduce their
raw materialstocks as quickly as possible. And having done so, the
requirements of a larger volume of business will compelthem to
rebuild stocks in the ensuing recovery.
Stocks of finished staples too are, of course, subject tothe risk
of changes in prices. But the risk issmaller. Only some 6o percent
of the total inventory cost of finished goodsconsists of the cost of
raw materials.'0The remainder comprises labor cost and the vari-
ous elements ofmanufacturing overhead. This makes a difference
in several ways. First, labor is less subject torapid and unexpected
changes in price than purchased materials.Second, against the
risks of adverse changes in pricesmanufacturers are likely to set
the economies they see in steady operation.Some of these econ-
omies, as noted below, are real, some may be illusory;but real or
fancied, they probably make manufacturers morereluctant to
liquidate stocks of finished goods by a radicalreduction of output
than stocks of raw materials by a drastic cut inpurchases.
If the first part of the answer to the puzzleof manufacturers'
tolerance for the perverse pattern of finished goodsstocks lies in
the character of the goods, the second part is thattheir tolerance is
not unlimited. As already shown, thelonger a phase lasts, the
greater is the tendency for finished stocks to reversetheir ordinary
direction and begin to move with business activity.Apparently, if
10 As indicated in Appendix A, raw materials account for about 53 perCentof
the value of product in manufacturing. Not all the elementsof value added in
manufacturing, however, enter into the inventory valueof finished goods. In
particular, profits, interest, selling costs, and generaladministrative expenses
are excluded. If we allow so percent for theseelements, raw materials do not
make up more than 6o percent of the residual elements of value we assumearc
included in the inventory cost of finished goods.CHAPTER ELEVEN
a phase lasts long enough, stocks doaccumulate to suchuncom.
fortably high levels inrecessions and run down to suchinconven.
iently low levels inexpansions that manufacturersare eventually
compelled to alter productionradically. I shall havemore to say
about this below.
The first line of explanationof the inversepattern turned on
uncertainty about the future ofbusiness. A secondpossible line,
more likely to supplement thansupplant the first, is thatrnanufac.. turers, although they foreseethe trend of sales, allowshipments to outrun productionon the rise and allow productionto outrun ship- ments on the declineas a matter of deliberate policy.To keep a certain number of peopleworking for stock whenbusiness falls off is to avoid thedispersion of staff and theexpense of preparing
equipment for a spell ofidleness. And havingbuilt upa surplus stock in this fashion,there are obviousreasons for liquidating the stock when businessimproves. Moreover,as a matter of long-run
economy, if productioncan be kept more stablethan shipments, the size of plantnecessary to meet the peak loadof business need not be quite as largeas would otherwise benecessary. Theseare real advantagesto using inventoriesto stabilize output.There are also spuriousadvantages. Whenoverhead costsmust be divided among fewer units ofoutput, average totalcosts of production tend to rise. To avoidthis increase inbook costs,manufacturers may sometimes resortto production forstock even thoughthe out-of- pocket cost of theextra output isgreater, or no less, thanit will be later.
The evidence isconsistent with bothlines of explanation.If busj- fleSsmen fail to foreseechanges in demandfar enough inadvance, we would expectproduction to lagbehind shipments.Comparisons of the timing ofpeaks andtroughs in the shipmentsand production of7 commodities indicatea strong tendencyfor shipmentsto lead (Table
To thisextent the evidencesupport,s the hypothof imperfect forecasting. It bearsalso, thoughin minordegree, on thepossi- 11Automobile tires andtubes, for whichCon1pa,in, weremade in Chartg, arc excluded becausetheir stockswere among the fewexceptions to the rule of inverted behavior.The relation oftheir productionand shipments doesnot, therefore, seemrelevant to anexplanation of thebehavior of othercommodity stocks that conforminversely.T 54
Seven Fabiicated Nonagricultural Staples
Timing of Turns in Shipments at Turns in Production
bility that the inverse conformityof stocks reflects a deliberate at-
tempt to stabilize production.If manufacturers could foteseepeaks
in sales, they would achieve a flatterproduction curve, other things
being equal, if they began to cut outputsimultaneously with the
decline in sales, or even before;and the same at troughs. To allow
production to rise for some time afterthe peak of sales and to fall
for some time after the troughmakes the amplitude of theswings
in output wider than it wouldotherwise be. The possibility that
attempts to stabilize production mayplay some part in explaining
our observations,however, is far from excludedby this consider-
ation. Although manufacturers may notforesee the actual cyclical
turns of saks, they must be more orless aware of the declining
trend during contraction. Theirwillingness to accumulate stocksof
finished goods might then reflect an attemptto cushion the impact
of the decline of sales on output. Somesuch motive may in fact be
present even if the future courseof expansion and contractionis
nebulous. Uncertain whether saleswill continue to decline in re-
cession or to increase in expansion,they prefer to keep their output
steady uutil the pressure of eventsforces a change, accumulating
AT TROUGHS IN PRODUCtION
Southern pine lumber, 1916-40 3
1 2 1.3
Oak flooring, 1912-42 4 2.4
Portland cement, 1911-41 3 2 2 0.4
Merchant pig iron, 19 19-26 3 1.3
Refined copper, 19 1938 3 6.o
Refined lead, 1929-41
1 I +0.5
Slab zinc, 1920-39 4
1 3.6
Total 21 6 4
AT.
LEAD () NUMBER OF ORLAG (+)
Leads Lags Coin. MONTHS
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stock in contraction and liquidating it inexpansion as anecessary
consequence. Thus the two lines of explanation,poor forecasting
and desire to keep outputas steady as possible, merge ina way that
our present evidence cannot discntanglc.12
This is as muchas I can say about the general tendencytoward
inverted conformity. Torationalize the tendency ofstocks to re-
verse their direction and begin tomove with manufacturing activ-
ity when demand expaiidsor contracts long enough isnot too difil-
cult. Let us consider longexpansions. As an expansionproceeds, the rate of production andshipments increases andstocks fall. The
longer this continues, thenearer does the relation betweenship. ments and stocks approach thepoint at which it becomesincon- venient for a manufacturerto attempt to serve hiscustomers from
so small a stock. He runs the riskthat he will be unableto fill a sud-
den accumulation oforders. It seemsreasonable also tosuppose that when business hasbeen growing fairlysteadily formany months, manufacturerstend to counton it, and some at least will
adopt a less cautiousproduction policy.
During contractionsmuch the same set ofinfluences operates in reverse. The expanded stocksweigh evermore heavily as demand
contracts; a substantial timewill then berequired to liquidate the surplus inventory. Hencethe risk of holdingit increases. As the contraction proceeds,businessmen becomeeven gloomier, and the risk of holdinga given stock compounds.An increasingnumber will then curtailoutput drasticallyenough to reduce it belowcur- rent shipments.
3 Note on Blodgeit's Treatmentof Finished Goods
As indicated inChapter ',Ralph H.Blodgctt studiedsome of the materials used in this book.His treatment offinished goods inpar- ticular resemblesmine and it isinteresting toexamine the simi- larities and differences.Since his samplewas smaller, and hisseries were available for shorterperiods, I omitdifferences of detail. To begin with,Blodgett divideshiscommodities into two groups: those that conforminversely andpositively to business
12A Considerable degreeof stabilizationof output relativeto shipments is often achieved,whether deliberatelyor not. Theaverage amplifud, of pro- duction for six of theseven counrioditiesincluded in Table54 are smaller than those of shipments, byamounts ranging from3 to g percent..
cycles. This grouping, of course, makes the major behavior trait of
Blodgett'S categories a matter of classification rather than a find-
ing. Chief interest is, therefore, directed to his explanation of the
contrasting behavior of the two classes and to certain exceptions he
notices.
Blodgett considers the stocks that behave inversely to be, in gen-
eral, 'disparity' stocks. "Such stocks tend to accumulate in periods
of general business contraction because it seems economically
wise to curtail production as fast as, or to the same extent as, ship-
ments of the finished products fall off. In periods of general busi-
ness expansion, on the other hand, these stocks tend to be reduced
because it is impossible or economically unwise to have production
expand as fast as, or to the same extent as, shipments increase."13
To explain the behavior of these stocks Blodgett notes first, that the
industries holding them are, in general, industries that have de-
veloped large excess capacity. He therefore supposes that the chief
reason for the inverted stock cycles is the desire of manufacturers
to minimize fluctuations in production.14 He does not mention the
other explanation on which I have laid stressthat the discrep-
ancies between shipments and production during business cycles
may be attributed to the failure of manufacturers to foresee
changes in demand soon enough to adjust their rate of production.
For its bearing on the ability of manufacturers to accumulate
stocks when shipments are falling, Blodgett notes that his inverted
series are durable and staple commodities and hence may be stored
for considerable periods without fear of loss because of physical de-
terioration or shifts in the character of demand. Finally, Blodgett
takes special note of three series specifically labeled 'unsold' stocks
(p.g).
13 op cit.,p. 50.
14 In strict logic, excess capacity reduces the need to accumulate stocks in de-
pression since equipment to meet the larger demands of expansion is relatively
adequate. Blodgett's position, however, appears more plausible if we suppose
that manufacturers base their production policy on considerations of average
total cost as distinct from average variable costs or marginal Costs. The larger
overhead costs are, of course, the more rapidly will average total cost rise when
production falls off. Manufacturers' desires to stabilize output may then be at-
tributed to the natural, though mistaken, notion that it is in their interest to
avoid increases in average total costs during recession.
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u1d be expected to show mverted conformity with respect to the
cycles in general business whenever they could be separated out ofany
stock senes, whether the total series was itself inverted or positive.
Indeed, it seems feasible to interpret the positive and inverted stock
series in terms of unsold stocks, and to say that the invertedstock
series foc finished products tend to be those which are largely madeup
of unsold swcks so that the behavior of the unsold stockscomes tobe
that of the entire series. Positive series, on the other hand,tend to be
those in which the unsold stocks are small, relativeto the total, so that
the behavior of the series as a wholecan be positive even though the
unsold stocks included in them behave inan inverted fashion."
Thus Blodgett drew attention to two of the threefeatures by
which I define the category of stocks studied above:their durable
and staple character and the fact that theyare made to stock rather
than to order. As indicated in Chapter2. the third feature, which
Blodgett omits, is that cycles in theproduction of these commod.
ides are governed by changes inconditions of demand rather than
in the supply ofraw materials..
Another notable suggestion is Blodgett'sallusion to a difference
between the behavior of invertedstck series during ordinary cycles
and during long andsevere contractions, Olerving that mainte-
nance of relatively stable production induceslarge inverted fluctu-
ations in stocks, he writes(pp. 56-7):
It should be rememberedhowever, that whena busines contrac-
tion i of lone duration andis ver. severe, an endmar eventu.ijK come
to the financial. physical, andpscholojcal ability of the industriesto hold larger and still largerstocks, in whichcase a ver; drastic drop
in the rate of' oprationin these industriesrr.av occur and stocks will also decline,"
This prescientsentence mar be taken to anticipatemy finding that in long phasc ofmanu ctm-inacti-itthe inverted move-
ment of stcds tends toreverse itself, and that the timingof turns in stocks of finishedzoods at cppositeturns of shipmentsries with the lenth of thecyclical phase.
B1odett calls thepcisitiveK conformjjseriesconvcnience'
inventoj-jwhose function isto take care of minor
264 CHAPTER ELEVENand p358mg discrePancieSbetween production and shipments. He
believes stocksof commodities that are perishable or ready for the
final consumerwill tend to be managed in such fashion that inven-
tories will be smalland vary positively with business activity. This
corresponds with my own expectationsfor goods in this class, as
does Blodgett'sobservation that such stocks tend to lag behind
business activity by amoderate interval. Possibly because of the
mixed character of thecommodities in his sample of positively con-
fomiing series, Blodgettdoes not follow up his distinction between
goods made to order and tostock. This is an unfortunate omission
since one of hispositive series, total stocks of steel sheets, is com-
posed predominantly of goodsmade to order. As already noted,
moreover, whilenonstapics made for the market are likely to con-
form positively, goodsmade to order virtually must do so,and
there is probably a certain amountof overlapping between the two
categories.
Blodgett's review of the behavior ofstocks of finished goods
brings to light many of theinfluences affecting this class that are
mentioned here. But though Blodgettnotices the important distinc-
tion between goods made to orderand to stock, he does not clearly
state its significance.According to the sentences quotedabove,
Blodgett seems to believe thatgoods made to order conform posi-
tively to cycles in demand, and unsoldstocks inversely. The first
portion of this proposition is true;the second is not. If the produc-
tion of a commodity made for themarket responds largely to
changes in demand, it will conforminversely if the commodity is
durable, but positively if it isperishable. On the other hand, if the
production of the commodity is governedprincipally by changes
in the supply of raw materials, thecharacteristic conformity of
stocks during business cycles may beinverse, positive, or irregular
(see Ch. 12). But whatever thebehavior, the influences affecting
commodities whose output respondschiefly to raw material supply
are radically different fromthose affecting commoditieswhose out-
put in the short-run isgoverned chiefly by demand.Blodgett
largely ignores these distinctions. Helumps cottonseed oil,leather,
and condensed milk with otherinverted series, explaining theirbe-
havior in the same way as he doesother 'disparity' stocks made




refined sugar, wheat flour, and coldstorage holdings of porkwith
other positive series.15
4 Cycles in Finished Staples Stocks and Keynes'inventory Theory
Since the findings of this chapterare relevant to Keynes' theory of
the cyclical behavior and significanceof inventories werevert to it
now. As explained in Chapteri, Keynes divides stocks intotwo
analytical categories: "working"and "liquid" capital. Thefirst
he defines as "theaggregate of goods... in course of production,
manufacture, transport and retailing,including such minimum
stocks, whether ofraw materials or finished products,as are re-
quired to avoid risks ofinterruption of processor to tide over sea-
sonal irregularities..." Liquid stocksare any surplus over and
above these requirements.Again, "normal stocksrequired for ef- ficient businessare part of working capital andtherefore in proc-
ess, whilst surplus stocksare to be regarded as liquid."
Hence working capitalmust increase and declinetogether with the volume ofmanufacturing activity.18 Keynesexpects liquid stocks, on the contrary,to grow larger during theearly stages ofa recession and to be liquidatedin its later stages. Inrecovery, liquid stocks, he thinks, willfirst decline, then beginto accumulate.
when the slump begins,the falling off ofproduction does not show itself immediatelyat the finishing end of themachine of process, whilst it does show itselfimmediately in theamount which is being fed back into themouth of the machine:so liquid stocks increase. Later on, however, thediminished productionresults in diminished available output, whilstcurrent consumption doesnot fall off so much
Blodgett comes closeto observing the distinctionwhen he explains thatpork is more or less fortuitouslyClassified as poiitjve,although it is muchmore in- fluenced by the largeand irregular cyclesin hog slaughterthan by general business Conditions
Treatise on Money,p. i z6.
" Ibid.,p. 129.
This is not a precisestatement If activity,measured by employmentex- panded and contractedSynchronously atevery stage of fabrication,working capital in manufacturingwould tend to leadoutput, by an intervalnot ex- ceeding, say, fourweeks (see Ch. 8). Ifwe define outputas the production of completely fabricatedgoods ready forconsu,i,-5 andsuppose producti. is increased by feedingan additional batch ofraw materials into thearliest stage of fabrication andpassing the batchthrough successjs-estages, the lead would be much longer.NlSff ED NONFARMSTOCKS 267
as doesproductionwith the result that there can he no increase of
liquid stocks, butrather the contrary."9
suggested in Chapter t,this picture of the behavior ofliquid
and working capitalis a crucial part of Keynes' theory of the course
and mechanism of businesscycles. To the accumulation of liquid
stocks at the beginningof recession he attributes the sudden and
rapid development ofdepression, the effort quickly to unload stock
intensifying the deflationary forcesof contraction. With the event-
ual disposal of liquidstocks he connects the timing of recovery, as-
serting that it cannot begin untilthey have been absorbed. And to
the inadequacy of liquidstocks during recovery he attributes the
relatively moderate pace of expansion, sincestocks of goods in
process can then berebuilt only by the slow method of extraction
and fabrication.
It is clearly of first importance,then, to know whether Keynes'
picture of the behavior of liquidstocks is accurate.'° In this con-
nection, the bigstrictly speaking,insuperabledifficulty is that
Keynes' distinctions do not correspond to anyexisting, or even po-
tentially compilable, statistical categories.A distinction between
'normal' and 'surplus' stocks is not thekind that lends itself to
measurement. Still, the behaviorKeynes attributes to liquid stocks
bears enough resemblance to thatwhich characterizes the stocks of
finished staples reviewed above to make ittempting to identify the
two, at least as far as liquid stocksin the manufacturing sphere are
concerned. The temptation is stronger sincethe United States data
Keynes used are for the same orsimilar staple commodities.2' In
the end, of course, this temptation willhave to be put aside. Ap-
praising Keynes' theory in the light of theevidence of this chapter,
however, is still useful. Manufacturers'stocks of finished staples, as
far as one can judge by their behavior, are aleading example of
liquid stocks in the Keynesian sense. There canbe little question, in
"Ibid., pp. 134-3; see also the passage from hisGeneral Theory, quoted in
Chapter 1.
20 It is a moot point, of course, whether the rapidity ofcontraction is signifi-
cantly greater than that of expansion, as Keynes asserts.This question, how-
ever, is too large to be faced here.
"Kyrefers to the total stocks of goods ratherthan to finished goods held




particular, that the major part of these stocksaccumulated in.
cessions are surplus in the sense that theyare unnecess.y to the
efficient conduct of current business. As faras these stocks donot
behave as Keynes expected,we may come to one of twoconclu..
sions. Either Keyncs' hypothesis requiresmodification or onemust
look to other categories of inventoriesto find the liquid stocksthat
do meet his specifications.
Keynes expects liquid stocksto rise in the first part ofrecession
and to decline in later stages. Itis not clear how long afterthe peak
of business the decline of stocks issupposed to start, but bythe time
recovery begins, we may assume that thestocks have largely been
liquidated, for Keynes makes theabsorption of the stocksa condi-
tion of recovery. In the earlystages of recovery, in his view,liquid
stocks decline somewhat furtherand are subsequentlybuilt up.
Roughly speaking, thishypothesis correspondsto the recorded
behavior of finished staplesheld by manufacturers,but only dur-
ing long cycles. It isinconsistent with the evidencefor this class of stocks in cycles of shortor moderate length. Stocksof finished staples usuallymove inversely to business activity(Tables49 and 50). Moreover, incontractions of shortor moderate length, they tend to reach theirpeak levels after thetrough of business (Table
5 z). True, they tend more andmore to reverse direction thelonger the expansionor contraction. But only inphases longer than three
years did a majority of the timingcomparisons indicatea reversal before the turn of business.As already indicated,however, contrac- tions that persist foras long as threeyeai are quite exceptional in both the United Statesand Great Britain."Only in theseespecially long contractionsdoes Keynes'hypothesis fit thebehavior of fin- ished staples.
Even in longphases, however,this category ofstocks may not meet the full requirementsof Keynes' theory.For it demands that as a condition of businessexpansion liquid stocksbe largely ab- sorbed beforerecovery begins. Buteven if a contractionlasts so
22See Ch.4, Sec..The same is trueof United Statesexpansions: only 4 ex- pansions out of2identified by theNational Bureaulasted as long as 36 months. For GreatBritain thecount is g out of i6.Behavior of surplus stocks during expansion,however, is notnearly as importantfor Keynes' theoryas their behavior during
contraction since it is thepace and duration ofcontrac- tions that heconnects with the behaviorof liquid stocks.jSHED NONFARM STOCKS 269
long (say,three years) that finished staples in the aggregate begin
to decline,the depression must be still further protracted to bring
liquid stocks down tosomething like normal levels. This may have
happened upon occasion, but whether it is a characteristicfeature
even of longcontraCtiO1is questionable.
An additional considerationreinforces the apparent discrep-
ancy betweenKeynes' hypothesis about the behavior of liquid
stocks and the observedbehavior of finished staples. Not all inven-
tories of finished goods aresurplus. Some part of this, and any
other, category of stocks constitutes'working' capital required for
the efficient performanceof the current volume of business. But if
the working capital component risesand falls with the rate of
manufacturing activity, as, on Keynes' definition, it must, adecline
of finished goods stocks toward theend of contraction will not
necessarily reflect a decline of surplus stocks. Thedecline may be
due in full, and must be due in part, tothe decline in the working
capital component.
We may conclude, then, that observations ofmanufacturers'
stocks of finished staples do not supportKeynes' theory of the be-
havior of liquid stocks. As already noted, however,this is far from
conclusive with respect to Keynes' theory ingeneral. Other cate-
gories of stocks contain surplus components that may act asKeynes'
hypothesis requires. I have suggested, for example,that manufac-
turers' stocks of raw materials rise for a short timeafter the peak
of business. If they do, surplus stocks, in Keynes' sense, maywell be
accumulated during the early months of contraction.And since the
decline in inventories of raw materials begins early incontraction,
surplus stocks may be fully absorbed before the endof contraction,
as Keynes supposes. Again, a considerableportion of aggregate sur-
plus stocks may be, and presumably is, carried bydealers, and these
inventories may bear out Keynes' expectations.However, such
inspection of dealers' stocks of staples as we havemade does not
suggest that they conform to businesscycles in any very regular
fashion. And as far as they do, my impression is that theyconform
inversely with a lag, rather than inversely with alead, as Keynes
suggests. Inverse conformity with a lag means,of course, that
stocks are rising, not falling, toward the end ofcontraction.
One cannot bring Keynes' hypothesis to a conclusive testbe-$
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cause it is not framed in statistical categories. As far as thernanu
facturing sphere is concerned, however, Keynes' picture ofthe
mechanism of contraction and of the connection betweenrecovery
and the absorption of surplus stocks can be valid at bestonly for
very long contractions. In recessions of short or moderate length,
the possibility seems strong that recovery starts while surplusstodcs
are high and that they are absorbed only in thc course of theen.
suing expansion. This possibility is supportednot merely by the
evidence of this chapter but also by our observationthat the in.
ventory-sales ratio for manufacturers'aggregate stocks is at its
peak near business cycle troughs (see Ch. 6).
Keynes' theory, though not supported byour data, does point
to a real distinction between surplus stocks (asrepresented, say, by
finished staples) and other inventories. Aswill becomeapparent in
Part Three, had Keynes stated his theoryin terms of therate of
accumulation of surplus stocks rather than interms of their level,
it would have constituteda valid generalization of the evidence. It
does seem to be true that surplusstocks accumulatemore rapidly
during the first part ofcontraction than during the latterpart; and
that their rate of liquidation ishigh in the firstpart of expansion
and declines as businessapproaches its peak.